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ARIZONA WATER COMPANY

Rebuttal Testimony of

Pauline M. Ahern

Introduction

PLEASE STATE YOUR NAME, EMPLOYER AND OCCUPATION.

My name is Pauline M. Ahern. | am a Principal of AUS Consultants. My
business address is 155 Gaither Drive, Suite A, Mt. Laurel, New Jersey 08054.
PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE AND
EDUCATIONAL BACKGROUND.

| have offered expert testimony on behalf of investor-owned utilities before
twenty-six state regulatory commissions and state tax commissions on rate of
return issues, including but not limited to common equity cost rate, fair rate of
return, capital structure issues, credit quality issues and the like. | am a graduate
of Clark University, Worcester, MA, where | received a Bachelor of Arts degree
with honors in Economics in 1973. In 1991, | received a Master of Business
Administration with high honors and a concentration in finance from Rutgers
University. The details of these appearances and my educational background,
presentations | have given as well as articles | have co-authored are shown in
Appendix A supplementing this testimony.

On a monthly basis, | also calculate and maintain the American Gas
Association ("A.G.A.") Gas Index under contract with the A.G.A., which serves as
the benchmark against which the performance of the American Gas Index Fund
("AGIF") is measured. The A.G.A. Gas Index and AGIF are a market
capitalization weighted index and fund, respectively, comprised of the common

stocks of the publicly traded corporate members of the A.G.A.
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| am also the Publisher of AUS Utility Reports, responsible for supervising
the production, publication, distribution and marketing of its various reports.

| am a member of the Society of Utility and Regulatory Financial Analysts
(“SURFA”) where | serve on its Board of Directors, having served two terms as
President, from 2006 — 2008 and 2008 — 2010. Previously, | held the position of
Secretary/Treasurer from 2004 — 2006. In 1992, | was awarded the professional
designation "Certified Rate of Return Analyst" (“CRRA”") by SURFA, which is
based upon education, experience and the successful completion of a
comprehensive written examination.

| am also an associate member of the National Association of Water
Companies, serving on its Finance/Accounting/Taxation Committee; a member of
the Energy Association of Pennsylvania, formerly the Pennsylvania Gas
Association; and a member of the American Finance and Financial Management
Associations.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

A. The purpose is to provide testimony on behalf of Arizona Water Company

("AWC" or the "Company") in response to Arizona Corporation Commission
(“ACC” or the “Commission”) Utilities Division (“Staff’) witness Jeffrey M. Michlik
and Residential Utility Consumer Office ("RUCOQO") witness William A. Rigsby
relative to their positions on the Company's proposed Distribution System
Improvement Charge ("DSIC"). In addition, | will comment upon the adequacy of
Staff witness John A. Cassidy's recommended common equity cost rate of 9.1%
and RUCO witness Rigsby's recommended common equity cost rate of 9.3%.

Q. HAVE YOU PREPARED EXHIBITS TO SUPPORT YOUR REBUTTAL
TESTIMONY?

A. Yes. They have been marked as Exhibit PMA-1 through Exhibit PMA-11.

UARATECASEWR011 EASTERN GROUP\Rebuttal\Ahem\Final_041012.doc 4
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Summary
PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY.

My rebuttal testimony demonstrates that Mr. Michlik's opinion of regulatory lag
and his recommended rejection of the Company's proposed DSIC mechanism
will perpetuate the Company's current distressed financial condition and impinge
upon its ability to finance and construct infrastructure needed to provide safe and
reliable service to the public.

My rebuttal testimony also demonstrates the fallacy of Mr. Rigsby's reasons
for recommending rejection of the Company's proposed DSIC. The magnitude of
the Company's need to replace and repair infrastructure is anything but ordinary
and is very similar to the Company's Arsenic Cost Recovery Mechanism
("ACRM"), especially given the fact that AWC has been directed by the ACC to
reduce water losses below 10%. My rebuttal testimony also demonstrates that
the DSIC, and DSIC-like mechanisms, are widely accepted and adopted
throughout the U.S. and are considered credit supportive by two of the major
bond/credit rating agencies, Standard & Poor's ("S&P") and Moody's. Such
mechanisms, being credit supportive, are conducive to the maintenance of the
integrity of invested capital and enable utilities to attract needed new capital on
reasonable terms consistent with the judicial standards for a fair rate of return
established in the Hope' and Bluefield® decisions. My rebuttal testimony aiso
responds to Mr. Rigsby's assertion that AWC has not "proven that it would not be
able to ensure safe and reliable water service or achieve cost recovery absent
the DSIC" by my citing to Chairman Robert Powelson of the Pennsylvania Public
Utility Commission ("PPUC"), who testified before the Pennsylvania House of

Representatives that such cost-recovery mechanisms are necessary to "ensure

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944).
Bluefield Water Works Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922).
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sustainable practices in promoting needed capital investment and cost-effective
rates."

Finally, my rebuttal testimony demonstrates that neither Staff witness John
A. Cassidy's recommended 9.1% common equity cost rate, nor Mr. Rigsby's
recommended 9.3% common equity cost rate adequately reflect the cost of
common equity for either the water utility industry in general, or AWC specifically.
The issue of sufficient common equity returns is especially critical in light of the
Company’s anticipated near-term capital expenditure needs.
ACC Staff Withess Michlik's Comments on DSIC
MR. MICHLIK STATES ON PAGE 33 OF HIS DIRECT TESTIMONY AT LINE
21, THAT "A PRIMARY CONCERN IS THAT A DSIC ALTERS THE BALANCE

OF RATEMAKING LAGS." DO YOU AGREE?
No. Regulatory lag occurs during the time between the incurrence of a utility
capital expenditure or expense and the time when the utility can begin to earn a
return on and of the capital investment or recovery of the expense incurred.
Such a lag can result in the permanent impairment of the utility's ability to earn its
authorized return on its invested capital. Partial mitigation of such regulatory lag,
through the adoption of a DSIC mechanism, will improve the capital
attractiveness of AWC, improve its service quality and reliability, and provide for
more moderate, gradual rate increases, as the Company will be able to limit rate
increases to its customers to smaller, more regularly timed increases as opposed
to larger ones spread out over longer periods of time, as noted by AWC witness
Joseph D. Harris in his direct testimony at page 20, lines 21 — 24.

Improved service quality and reliability is critical to the water utility industry
in general, and to AWC specifically. Although the American Society of Civil
Engineers’ ("ASCE") concern is primarily focused on municipal infrastructure, its

comments relative to water utility infrastructure apply equally to investor-owned

UARATECASE\2011 EASTERN GROUP\Rebuttal\Ahem\Final_041012.doc 6
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water infrastructure. The ASCE has given a grade of D- to the U.S. water
infrastructure systems. It is widely recognized that such infrastructure is in dire

need of repair and replacement. In its 2009 Report Card for America's

Infrastructure, excerpted in Exhibit PMA-1, the ASCE states the following (See
Exhibit PMA-1, Pg. 12):

Drinking water systems provide a critical public health function and

are essential to life, economic development, and growth.

Disruptions in service can hinder disaster response and recovery

efforts, expose the public to water-borne contaminants, and cause

damage to roadways, structures, and other infrastructure,
endangering lives and resulting in billions of dollars in losses.

In addition, in its press release announcing the proposal to draft rules for
public comment on the implementation of a DSIC, the New Jersey Board of
Public Utilities ("BPU") stated:

Critical water distribution components form the basis of a functional

and modern water infrastructure system, and enhance the safety,

reliability, system flows, and quality of water while also
improving its pressure and conservation.

To reject the adoption of the Company's proposed DSIC mechanism will
continue to perpetuate the negative impact of regulatory lag upon the Company's
already compromised financials, as described in Mr. Harris' direct testimony at
page 15, line 13 through page 16, line 2, impinging upon its ability to meet its
obligation of providing safe and reliable water service to its customers, as also
discussed by Mr. Harris on page 20, line 19 through page 21, line 9 of his direct
testimony. The presence of regulatory lag is particularly crucial for water utilities,
including AWC, as water utilities are the most capital intensive utility industry
relative to the electric, combination electric and gas and the natural gas utility

industries. Moreover, the capital intensity of the water utility industry is

UNRATECASE\2011 EASTERN GROUP\Rebuttal\Ahem\Final_041012.doc 7
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exacerbated by the magnitude of the capital expenditure needs anticipated over
the next 20 years.

PLEASE DISCUSS THE ANTICIPATED CAPITAL EXPENDITURE NEEDS OF
THE WATER UTILITY INDUSTRY.

Not only is the water utility industry historically capital intensive, it is expected to
incur significant capital expenditure needs over the next 20 years. Prior to the

recent economic and capital market turmoil, S&P noted:®

Standard & Poor's expects the already capital-intensive water utility
industry to become even more so over the next several years. Due
to the aging pipeline infrastructure and more stringent quality
standards, the U.S. Environmental Protection Agency’s [sic] (EPA)
foresees a need for $277 billion to upgrade and maintain U.S. water
utilities through 2022, with about $185 billion going toward
infrastructure improvements. In addition, about $200 billion will be
needed for wastewater applications, which suggests increased
capital spending to be a long-term trend in this industry.

In line with these trends, many companies have announced
aggressive capital spending programs. Forecast capital spending
primarily focuses on infrastructure replacements and growth
initiatives. Over the past five years, capital spending has been
equivalent to about three times its depreciation expense. However,
companies are now forecasting spending to be at or above four
times depreciation expense over the intermediate term. For
companies in regulatory jurisdictions that provide timely cost
recovery for capital expenditures, the increased spending is likely to
have a minimal effect on financial metrics and ratings. However,
companies in areas without these mechanisms, earnings, and cash
flow could be negatively affected by the increased spending levels,
which over the longer term could harm a company's overall credit
profile.

Due to the high level of capital spending, U.S. investor-owned
water utilities do not generate positive free cash flow. This, coupled

3

Standard & Poor's, Credit Qutlook For U.S. Investor-Owned Water Utilities Should Remain

Stable in 2008 (January 31, 2008) 2, 4.
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with the forecast increase in capital spending over the intermediate
term, will require additional access to capital markets. We expect
rated water companies to have enough financial flexibility to gain
that access. Ratings actions shouldn't result from this increased
market activity because we expect companies to use a balanced
financing approach, which should maintain debt near existing
levels.

The EPA states the following:*

The survey found that the total nationwide infrastructure need is
$334.8 billion for the 20-year period from January 2007 through
December 2026. With $200.8 billion in needs over the next 20
years, transmission and distribution projects represent the largest
category of need. This result is consistent with the fact that
transmission and distribution mains account for most of the nation's
water infrastructure. The other categories, in descending order of
need are: treatment, storage, source and a miscellaneous category
of needs called "other". The large magnitude of the national need
reflects the chailenges confronting water systems as they deal with
an infrastructure network that has aged considerably since these
systems were constructed, in many cases, 50 to 100 years ago.

The 2009 Report Card for America's Infrastructure®, published by the
ASCE, states the following (page 9 of Exhibit PMA-1):

The nation's drinking-water systems face staggering public
investment needs over the next 20 years. Although America
spends billions on infrastructure each year, drinking water systems
face an annual shortfall of at ieast $11 billion in funding needed to
replace aging facilities that are near the end of their useful life and
to comply with existing and future federal water regulations. The
shortfall does not account for any growth in the demand for drinking
water over the next 20 years.?

4

5

"Fact Sheet: "EPA's 2007 Drinking Water Infrastructure Needs Survey and Assessment’, United States
Environmental Protection Agency, Office of Water, February 2009, 1.

2009 American Society of Civil Engineers, Report Card for America's Infrastructure 2009.
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The Company is estimating a cost of approximately $108 million for
infrastructure replacements in its Eastern and Western Groups for the purpose of
reducing water loss, which represents an increase of more than 36% over 2010
net plant on a Company wide basis and more than 66% of the Company's total
capitalization, as discussed on page 16, line 27 through page 17, line 1 of Mr.
Harris' direct testimony.

Q. PLEASE DISCUSS THE BUSINESS RISKS FACING THE WATER UTILITY
INDUSTRY IN GENERAL.

A. Water is essential to life, and unlike electricity or natural gas, water is the only

utility product that is ingested. Consequently, water quality and reliability is of
paramount importance to the health and well-being of customers and is,
therefore, subject to additional health and safety regulations. Also, unlike many
electric and natural gas utilities, water companies serve a production function in
addition to the delivery functions served by electric and gas utilities.

Water utilities obtain supply from wells, aquifers, surface water reservoirs,
streams and rivers, or through water rights. Throughout the years, well supplies
and aquifers have been environmentally threatened, with historically minor
purification treatment giving way to major well rehabilitation, treatment or
replacement.  Simultaneously, environmental water quality standards have
tightened considerably, requiring multiple treatments. In addition, drought, water
source overuse, runoff, regulatory response to threatened species/habitat
protection and other factors are limiting supply availability. As for water rights,
their lives are typically finite with renewability uncertain. In the course of
procuring water supplies and treating water so that it complies with Safe Drinking
Water Act standards, water utilities have an ever-increasing responsibility to be
stewards of the environment from which supplies are drawn, in order to preserve

and protect those essential natural resources.

URATECASE\2011 EASTERN GROUP\Rebutta\Ahem\Finai_041012.doc 1 O
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Electric and natural gas companies, where transmission and distribution is
separate from generation, generally do not produce the electricity or natural gas
which they transmit and distribute. In contrast, water utilities are typically
vertically engaged in the entire process of acquiring supply, production, treatment
and distribution of water. Hence, water utilities require significant capital
investment in not only the sources of supply and production (wells and treatment
facilities), but also in transmission and distribution systems, both to serve
additional customers and to replace aging systems, creating a major risk facing
the water and wastewater utility industry.

Value Line Investment Survey® ("Value Line") observes the following about

the water utility industry:

As time goes by many already aging water infrastructures grow

older and need repair, or perhaps complete overhauls. These

costs have soared into the hundreds of millions of dollars and are

not likely to subside anytime soon, without repercussions. A more

business-friendly regulatory environment is offsetting some of the

burden, but expenses related to doing business are eating away at

profit margins.

Consequently, because the water and wastewater industry is much more
capital-intensive than the electric, natural gas or telephone industries, the
investment required to produce a dollar of revenue is greater. For example, as
shown on page 1 of Exhibit PMA-2, it took $3.83 of net utility plant on average to
produce $1.00 in operating revenues in 2010 for the water utility industry as a
whole. As noted in Company witness William M. Garfield's Direct Testimony at
page 10, lines 14 through 18, AWC is even more capital intensive than the

average water utility, as it took $7.60 of utility plant ($5.68 relative to net utility

 Value Line Investment Survey, January 20, 2012.
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plant) to produce $1.00 in operating revenues in 2010. In contrast, for the
electric, combination electric and gas and natural gas utility industries, on
average it took only $2.16, $1.70 and $1.27, respectively, to produce $1.00 in
operating revenues in 2010. The greater capital intensity of water utilities is not a
new phenomenon either, as water utilities have exhibited a consistently and
significantly greater capital intensity relative to electric, combination electric and
gas and natural gas utilities during the ten years ended 2010, as also shown on
page 1 of Exhibit PMA-2. As financing needs have increased over the last
decade, the competition for capital from traditional sources has increased,
making the need to maintain financial integrity and the ability to attract needed
new capital increasingly important. = Because investor-owned water and
wastewater utilities typically do not receive federal funds for infrastructure
replacement, the challenge to investor-owned water and wastewater utilities is
exacerbated and their access to financing is restricted, thus increasing risk.

The National Association of Regulatory Commissioners (“NARUC”) has
also highlighted the challenges facing the water and wastewater industry
stemming from its capital intensity. NARUC's Board of Directors adopted the
following resolution (Exhibit PMA-3) in July 2005’ specifically citing the DSIC as a

best regulatory practice:

WHEREAS, To meet the challenges of the water and
wastewater industry which may face a combined capital investment
requirement nearing one trillion dollars over a 20-year period, the
following policies _and mechanisms were identified to help
ensure sustainable practices in promoting needed capital
investment and cost-effective rates: a) the use of prospectively
relevant test years; b) the distribution system improvement
charge; c) construction work in progress; d) pass-through

7

"Resolution Supporting Consideration of Regulatory Policies Deemed as 'Best Practices™, Sponsored by
the Committee on Water. Adopted by the NARUC Board of Directors, July 27, 2005.
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adjustments; e) staff-assisted rate cases; f) consolidation to
achieve economies of scale; g) acquisition adjustment policies to
promote consolidation and elimination of non-viable systems; h) a
streamlined rate case process; i) mediation and settlement
procedures; j) defined timeframes for rate cases; k) integrated
water resource management; ) a fair return on capital investment;
and m) improved communications with ratepayers and
stakeholders; and

WHEREAS, Due to the massive capital investment required
to meet current and future water quality and infrastructure
requirements, adequately adjusting allowed equity returns to
recognize industry risk in order to provide a fair return on
invested capital was recognized as crucial...

RESOLVED, That the National Association of Regulatory
Utility Commissions (NARUC), convened in its July 2006 Summer
Meetings in Austin, Texas, conceptually supports review and
consideration of the innovative regulatory policies and practices
identified herein as "best practices;" and be it further

RESOLVED, That NARUC recommends that economic
regulators consider and adopt as many as appropriate of the
requlatory mechanisms identified herein as best practices...

(emphasis added)

The water and wastewater utility industry also experiences lower relative
depreciation rates. Lower depreciation rates, as one of the principal sources of
internal cash flows for all utilities, mean that water and wastewater utility
depreciation as a source of internally-generated cash is far less than for electric,
natural gas or telephone utilities. Water and wastewater utilities' assets have
longer lives and, hence, longer capital recovery periods. As such, water and
wastewater utilities face greater risk due to inflation which results in a much
higher replacement cost per dollar of net plant than for other types of utilities. As
shown on page 2 of Exhibit PMA-2, water utilities experienced an average

depreciation rate of 3.00% for 2010, with AWC experiencing a lower 2.2%
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depreciation rate in 2010. In contrast, in 2010, the electric, combination electric
and gas, natural gas or telephone industries, experienced average depreciation
rates of 3.70%, 3.70% and 3.40%, respectively. As with capital intensity, the
lower relative depreciation rates of water utilities is not a new phenomenon, as
water utility depreciation rates have been consistently and significantly lower than
those of the electric, combination electric and gas and natural gas utilities for the
ten years ending 2010. Such low depreciation rates signify that the pressure on
cash flows remains significantly greater for water utilities than for other types of
utilities.

Water utility capital expenditures as large as those projected by the EPA
and ASCE will require significant amounts of additional financing. The three
sources typically used for financing are debt, equity (common and preferred) and
cash flow. All three are intricately linked to the opportunity to earn a sufficient

rate of return as well as the ability to achieve that return. Consistent with the

previously cited Hope and Bluefield decisions, the return must be sufficient to
maintain credit quality as well as enable the attraction of necessary new capital,
be it debt or equity capital. If unable to raise debt or equity capital, the utility
must turn to either retained earnings or free cash flow, both of which are directly
linked to earning a sufficient rate of return. If either is inadequate, it will be nearly
impossible for the utility to invest in needed infrastructure. Since all utilities
typically experience negative free cash flows, it is clear that an insufficient rate of
return can be financially devastating for a utility and for its customers, the
ratepayers. Page 3 of Exhibit PMA-2 demonstrates that the free cash flows
(funds from operations minus capital expenditures) of publicly-traded water
utilities as a percent of total operating revenues has been consistently more
negative than that of the electric, combination electric and gas and natural gas

utilities for the ten years ended 2010. Magnifying the impact of water utilities'
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negative free cash flow position is a continued inability to achieve what may
already be an insufficient authorized rate of return on common equity as will be
discussed later. AWC's 2010 earned ROE of 5.1% is well below both the earned
ROEs and the authorized ROEs for not only the water utility industry, but for the
electric, combination electric and gas, and the gas utility industries.

Consequently, as with the previously-discussed capital intensity and
depreciation rates, significant capital expenditures relative to net plant, the
consistently and more significantly negative free cash flow relative to operating
revenues of water utilities, indicate greater investment risk for water utilities
relative to electric, combination electric and gas and natural gas utilities.

In view of the foregoing, it is clear that the water and wastewater utility
industry's high degree of capital intensity, low depreciation rates and significant
negative free cash flow, coupled with the need for substantial infrastructure
capital spending, requires regulatory support in the form of adequate and timely
rate relief, including sufficient authorized returns on common equity as
recognized by NARUC, so that water and wastewater utilities will be able to
successfully meet the challenges they face.

Q. ARE THERE OTHER INDICATIONS THAT THE WATER UTILITY INDUSTRY
AS A WHOLE EXHIBITS MORE INVESTMENT RISK THAN THE ELECTRIC,
COMBINATION ELECTRIC AND GAS AND NATURAL GAS UTILITY
INDUSTRIES?

A. Yes. Pages 4 through 13 of Exhibit PMA-2 present several such indications:
total debt / earnings before interest, taxes, depreciation and amortization
(“EBITDA"); funds from operations (“FFQ”) / total debt; funds from operations /
interest coverage; before-income tax / interest coverage; earned returns on
common equity (‘ROE”) and earned v. authorized ROEs for each utility industry

for the ten years ended 2010. The increasing proportion of total debt to EBITDA
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for the water utilities indicates significantly increasing and greater financial risk
for water utilities, which began the most recent ten years below that of electric,
combination electric and gas and natural gas utilities.

S&P evaluates total debt as a percentage of EBITDA and FFO as a
percentage of debt in the bond / credit rating process.®2 Page 4 of Exhibit PMA-2
shows that total debt / EBITDA has risen steadily for water utilities for the ten
years ended 2010, dropping only slightly for 2010. Notwithstanding the decline in
2010, total debt / EBITDA is now higher than that for electric, combination electric
and gas and natural gas utilities. Page 5 shows that FFO / total debt has steadily
declined for water utilities over the decade ending 2010, while rising for the other
utility groups. The consistently low level of FFO / total debt for the water utilities
is a further indication of the pressures upon water utility cash flows and the
increased relative investment risk which the water utility industry faces.

Pages 6 and 7 of Exhibit PMA-2 confirm the pressures upon both cash
flows and income faced by water utilities. Page 6 shows that FFO / interest
coverage for water, electric, combination electric and gas and natural gas utilities
followed a similar pattern to FFO interest coverage for the ten years ended 2010.
FFO interest coverage remained relatively consistent for water utilities, rising and
falling between 2.0 and 3.0 times during the period. A similar pattern was
exhibited by electric utilities. However, FFO / total debt for combination electric
and gas as well as natural gas utilities rose during the ten years, exceeding that
of water utilities significantly in 2009 and dropping back somewhat in 2010. Page
7 shows that before-income tax interest coverage for water utilities also remained
relatively stable, falling below that of gas utilities in 2002 and below that of

electric and combination electric and gas utilities between 2005 and 2006, where

Standard & Poor's "Criteria Methodology: Business Risk / Financial Risk Matrix Expanded", May 27, 2009
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it remained for the remainder of the ten years. In 2010, in all likelihood due to the
"Great Recession" and the economy's currently nascent, fragile recovery from it,
before-income tax interest coverage for water, electric and combination electric
and gas utilities has converged at slightly lower than 3.0 times, while natural gas
utilities continue to enjoy a significantly greater before-income tax interest
coverage of approximately 4.25 times in 2010. Once again, the consistency and
relatively low level of interest coverage ratios for water utilities are further
indications of the pressures upon cash flow which water utilities face, confirming
greater investment risk for water utilities relative to electric, combination electric
and gas and natural gas utilities.

A final indication of the relative investment risk of water utilities compared
with electric, combination electric and gas and natural gas utilities are trends in
earned and authorized ROEs. As shown on page 8 of Exhibit PMA-2, earned
ROEs, on average, for water utilities have generally been below those of electric,
combination electric and gas and natural gas utilities during the ten years ended
2010. They have consistently been lower for the last five years. However, such
a comparison would not be complete without a comparison of earned ROEs with
authorized ROEs, as shown on pages 9 through 13 of Exhibit PMA-2. The
authorized ROEs are those reported in AUS Utility Reports for the last month of
each year representing the authorized ROEs in effect during the previous year,
rather than the outcomes of rate cases decided during the year. Hence, these
authorized ROEs represent the revenue requirements of each year which give
rise to the earned ROEs in each year. Water utilities generally, consistently and
dramatically earned far below their authorized ROEs, while electric and
combination electric and gas utilities earned above their authorized ROEs in
some years, and fall short in others. In contrast, natural gas utilities generally,

consistently and dramatically earned above their authorized ROEs.
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Notwithstanding the closing of the gap between the average authorized
ROEs for the various utility groups over the ten year period, for the majority of
the period, water utilities have failed to earn their average authorized ROE, with
earned ROEs significantly lower than authorized, a likely contributing factor to the
greater risk indicated by the previously discussed coverage metrics.

As noted previously, AWC's 2010 earned ROE of 5.1% is well below both
the earned ROEs and the authorized ROEs for not only the water utility industry
but for the electric, combination electric and gas as well as the gas utility
industries.

In addition, on a relative basis, water utilities on average are smaller in
terms of market capitalization than electric, combination electric and gas and
natural gas utilities, as demonstrated on page 13 of Schedule PMA-2, which
shows the market capitalization of each utility for the ten years ended 2010. As
noted by AWC witness Thomas M. Zepp on page 33, line 21 through page 34,
line 2 of his direct testimony, AWC is significantly smaller than the average water
company in his water utility sample.

Q. PLEASE EXPLAIN WHY UTILITY SIZE HAS A BEARING ON BUSINESS
RISK.

A. It is conventional wisdom, supported by actual returns over time, that smaller
companies tend to be more risky, causing investors to expect greater returns as
compensation for that risk. Smaller companies are less able to cope with
significant events which affect sales, revenues and earnings. For example, in
general, the loss of revenues from a few larger customers would have a greater
effect on a small company than on a much larger company with a larger, more
diverse customer base. Moreover, smaller companies are generally less diverse
in their operations as well as having less financial flexibility. In addition, the

effect of extreme weather conditions, i.e., prolonged droughts or extremely wet
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weather, will have a greater affect upon a small operating water utility than upon
a larger, more geographically diverse company.

Further evidence of the risk effects of size include the fact that investors
demand greater returns to compensate for the lack of marketability and liquidity
of the securities of smaller firms. It is a basic financial principle that it is the use
of funds invested and not the source of those funds, which gives rise to the risk
of any investment.® Therefore, because AWC'’s regulated jurisdictional rate base
to which the overall cost of capital allowed by the Commission will be applied, the
relevant risk reflected in the cost of capital must be that of AWC, including the
impact of its small size on common equity cost rate.

In addition, Brigham'® states:

A number of researchers have observed that portfolios of small-
firms have earned consistently higher average returns than those of
large-firms stocks; this is called "small-firm effect." On the surface,
it would seem to be advantageous to the small firms to provide
average returns in a stock market that are higher than those of
larger firms. In reality, it is bad news for the small firm; what the
small-firm effect means is that the capital market demands higher
returns on stocks of small firms than on otherwise similar stocks of
the large firms. (italics added)

In view of all of the foregoing, it is clear that the investment risk of water
utilities has increased over the last ten years, and that water utilities currently
face greater investment risk relative to electric, combination electric and gas and

natural gas utilities.

9

10

Brealey, Richard A. and Myers, Stewart C., Principles of Corporate Finance (McGraw-Hill Book Company,
1988) 173 198.
Brigham, Eugene F., Fundamentals of Financial Management, Fifth Edition (The Dryden Press, 1989) 623.
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Iv.

RUCO Witness Rigsby's Comments on DSIC
MR. RIGSBY RECOMMENDS THAT THE COMPANY'S PROPOSED DSIC BE

REJECTED FOR FOUR REASONS. PLEASE COMMENT.
Mr. Rigsby provides these four reasons on page 4, line 16 through page 5, line 6
of his Direct Testimony. They are as follows: 1) "AWC is seeking recovery of
routine plant improvements outside of a rate case that would normally be
recovered in a general rate case proceeding"; 2) "the DSIC is a one-sided
mechanism which works only in the interest of the shareholder"; 3) "there is no
federal or state requirement mandating the types of routine plant additions that
AWC seeks recovery for through the Company-proposed DSIC"; and 4) "[A]JWC
has not proven that it would not be able to ensure safe and reliable water service
or achieve cost recovery absent the DSIC.”" | will comment on each of these
reasons in turn.
DO YOU AGREE WITH MR. RIGSBY THAT A VALID REASON FOR
REJECTING THE COMPANY PROPOSED DSIC IS THAT THE
REPLACEMENTS AND IMPROVEMENTS ARE ROUTINE?
No. While it is true that these improvements may be considered a part of doing
business, the magnitude of the improvements, the Company's distressed
financial condition and need to attract capital on reasonable terms in competition
with other firms in the capital markets as well as the fact that the magnitude of
the improvements is in response to the ACC's water loss reduction directive are
all evidence that the improvements covered by the DSIC are anything but
"routine.”

The fact that such mechanisms are in place in eleven states (CA, CT, DE,

IL, IN, MO, NH, NJ'', NY, OH and PA) as shown on Exhibit PMA-4, are

11

In its November 9, 2011 press release announcing the proposal to draft rules for public comment upon a DSIC
mechanism, the New Jersey Board of Public Utilities said "[p]lanned and accelerated investment in the aged
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considered a "best practice" by NARUC itself (Exhibit PMA-3) and are
considered by both Moody's and S&P, two of the major bond / credit rating
agencies in the U.S., to be credit supportive are all independent indications that
these improvements are anything but "routine.”

Q. WHAT DO THE MAJOR RATING AGENCIES SAY ABOUT DSIC AND DSIC-
LIKE MECHANISMS?

A. In Exhibit PMA-5, Moody's Global Infrastructure Finance December 2009 "Global
Regulated Water Utilities" states the following on pages 11 and 26:

In the U.S., Moody's views each state individually and considers the
various factors that affect the utilities' profitability, including the type
of fixed- versus variable-rate design allowed, historically authorized
ROEs, and the existence of riders or other mechanisms that permit
recovery of operating and capital costs outside of a general rate
case. (emphasis added) (p. 11)

In the U.S., there are federal guidelines related to water quality but
utilities are also subject to regulation at the state level for quality,
service, and, importantly, rate-setting. Moody's views each state
individually and considers the various factors that affect the utilities
profitability including, the type of fixed- versus variable-rate design
allowed, historically authorized ROEs, and the existence of riders or
other mechanism's that permit recovery of operating and capital
costs outside of a general rate case. (emphasis added) (p. 26)

And on page 21, Moody's states the following:
...we view positively the financial flexibility enjoyed by a utility with

limited capex requirements easily funded by internally generated
cash flows.

In addition, S&P indicates that cost-recovery mechanisms, such as

AWC's proposed DSIC mechanism, are supportive of credit quality which

water infrastructure will improve reliability of the distribution system, and create well paying jobs. By reducing
the likelihood for emergency repairs due to failures, costs will also be reduced." Board President Lee A.
Solomon further stated "We need to begin to rebuild the system now to take advantage of capital costs being at
historic lows, to create well paying jobs for New Jerseyans and to ensure customers have safe and reliable
water for generations to come."
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We also expect commissions to grant infrastructure cost
recovery mechanisms, under which companies recover capital
investments outside of traditional rate cases. Such mechanisms
currently exist in California, Connecticut, Delaware, lllinois, Indiana,
Missouri, New York, Ohio and Pennsylvania. In addition, utilities in
other states have included infrastructure cost recovery mechanisms
in pending rate cases. Standard & Poor's views these measures
as _positive for credit quality because they bring additional
stability to cash flows.

S&P has also stated the following on page 4 of its "Industry Report Card:
A Stable Industry Outlook Supports Solid Ratings For U.S. Regulated Gas And
Water Utilities" (April 19, 2011), found in Exhibit PMA-7:

Solid industry fundamentals support the stable outlooks

Requlation smoothes cash flows and supports cost recovery.
State regulation will continue to be an influential factor for gas and
water utility credit ratings in 2011. Many recent regulatory
developments have been positive for credit quality. While average
returns on equity (ROE) have trended slightly downward, several
jurisdictions have granted enhanced rate-making mechanisms that
help ensure greater cash flow stability. Most important are rate
"decoupling" and distribution system investment charge (DSIC)
mechanisms. Rate decoupling protects a utility's financial
performance when conservation leads to lower consumption as it
essentially makes the utility whole by increasing customer charges
to compensate for lower usage. The DSIC program, prevalent in
the water sector, allows for rate increases for nonrevenue
producing investments to replace aging infrastructure outside of
general rate proceedings. We expect capital spending in the
water sector to continue on an upward trend due to a generally
aging infrastructure and stringent water treatment and quality
standards The DSIC program would be especially helpful in
our optimistic case if cagltal spending increased notably to
avoid cash flow "lags,"” meaning that any revenue increases
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associated with today's capital spending would not need to
wait until the next rate case. (emphasis added)

S&P is very clear that DSIC mechanisms are positive and credit
enhancing. Although Moody's appears less clear on the subject, in my opinion,
Moody's agrees that the existence of mechanisms such as the Company's
proposed DSIC are supportive of improved credit quality, as such mechanisms
allow utilities, including water utilities, to enjoy the financial flexibility to fund
infrastructure replacements and improvements with a significant amount of
internally generated cash. In addition, the judicial standards for a fair rate of

return established in the Hope and Bluefield decisions, cited previously, require

that the fair rate of return; 1) be comparable to the returns earned by other firms
of similar risk, 2) assure confidence in the maintenance of financial integrity; 3)
maintain and support credit quality, and 4) enable the utility to attract needed
capital on reasonable terms in competition with firms of similar risk. Part of the
fair rate of return, in my opinion, is the establishment of cost-recovery regulatory
mechanisms, such as the Company's proposed DSIC mechanism, which will
enhance AWC's financial integrity and enable it to attract needed new capital on
reasonable terms.

WHAT DO THE RATINGS AGENCIES SAY ABOUT SPECIFIC UTILITIES
REGARDING SUCH MECHANISMS?

In Exhibit PMA-8 contains several S&P ratings reports for water utilities. A

sampling of their comments are as follows:

S&P - Middlesex Water Co.:

"The DSIC was proposed in New Jersey, and the utility expects a
decision by year-end 2011. An_approval would be credit
supportive to the utility (emphasis added) (p. 2 of Exhibit PMA-8)
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S&P - Connecticut Water Service Inc.:

We view the DPUC's policies as supportive of credit quality,
including the surcharge mechanism, which allow the company
to _recover capital spending costs outside of traditional
rate proceedings. . . The utility has benefited from a surcharge
mechanism that allows recovery of costs associated with the
replacement of aging infrastructure by adding an additional $2.2
million in revenues. (emphasis added) (p. 10 of Exhibit PMA-8)

S&P - California Water Service Co.:

The company's intermediate financial risk profile reflects stable
regulated revenues, timely recovery of capital spending, and

strong access to capital markets. . . The California Public Utilities
Commission. . . has granted a number of supportive cost-

recovery mechanisms to allow the company to generate stable
cash flows and recover costs with minimal requlatory lag. . . .
we still view California as mildly supportive because it has the most
regulatory mechanisms than any other state. (emphasis added)
(pp. 14-15 of Exhibit PMA-8)

S&P — Pennsylvania-American Water Co.:

. the Pennsylvania Public Utility Commission, allows the
addition of capital spending to rate base outside of traditional rate
proceedings. . . A favorable competitive position, a diverse and
supportive regulatory environment, and a stable, above-average
service territory support AWW's [American Water Works] excellent
business risk profile. AWW's regulatory framework includes
reasonable allowed returns on equity and various cost-recovery
mechanisms, including incentives __for _infrastructure
improvements. (emphasis added) (p. 19 of Exhibit PMA-8)

S&P — New Jersey-American Water Co.:

. In addition, the company has_proposed the addition of
infrastructure capital spending to rate base outside of traditional
rate proceedings in its current rate fiing. . . A favorable
competitive position, a diverse and supportive regulatory
environment, and a stable, above-average service territory support
AWW's [American Water Works] excellent business risk profile.
AWW's regulatory framework includes reasonable allowed returns
on equity and various cost-recovery mechanisms, including
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incentives for _infrastructure improvements. (emphasis added)
(p. 23 of Exhibit PMA-8)

S&P - Golden State Water Co. ("GSWC"):

The California Public Utilities Commission (CPUC) regulates
GSWC. We view California as having a constructive regulatory
environment for water companies. The CPUC has granted a
number of supportive cost-recovery mechanisms that_allow
water utilities to generate stable cash flows and recover costs
with minimal requlatory lag. . . the CPUC allows the utility to
recover its capital investment between rate cases . . (emphasis
added) (p. 27 of Exhibit PMA-8)

S&P - Aqua Pennsylvania Inc.:

Aqua Pennsylvania's excellent business risk profile reflects a low-
risk monopoly water distribution business; a supportive requlatory
environment with favorable cost-recovery mechanisms that
enhance cash flow predictability. . .The Pennsylvania Public
Utility Commission (PPUC) provided Aqua Pennsylvania with
favorable cost-recovery mechanism, including the addition of
capital spendinqg to rates outside the traditional rate
proceedings. . .(emphasis added) (p. 27 of Exhibit PMA-8)

S&P - United Waterworks, Inc.:

State commissions oversee UWR's [United Water Resources]
regulated operations, and supporting revenue and cash flow
stability. . . Many of the company's operations benefit from
cost-recovery mechanisms to recover capital spending
outside of traditional rate proceedings. . (emphasis added) (p.
34 of Exhibit PMA-8)

S&P — San Jose Water Co.:

The California Public Utilities Commission (CPUC)( regulates San
Jose Water, and has granted a number of supportive cost-
recovery mechanisms to allow it to generate stable cash flows
and recover costs with minimal requlatory lag. (emphasis
added) (p. 37 of Exhibit PMA-8)

S&P — The Baton Rouge Water Works Co.:
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BRWW's excellent business risk profile reflects a low-risk monopoly
water distribution business, a supportive requlatory environment

with favorable cost-recovery mechanisms that enhance cash
flow predictability. (emphasis added) (p. 27 of Exhibit PMA-8)

It is abundantly clear that S&P views DSIC mechanisms as credit
supportive and enhancing, promoting cash flow stability. In addition, S&P views
cash flow stability as key to superior business risk profiles and enhanced bond /
credit ratings, all of which enhance a utility's ability to attract needed new capital
on reasonable terms in competition with companies of similar risk.

PLEASE COMMENT UPON MR. RIGSBY'S SECOND REASON FOR HIS
RECOMMENDATION THAT THE COMPANY'S PROPOSED DSIC BE
REJECTED.

Mr. Rigsby's second reason for recommending the rejection of AWC's proposed
DSIC is because, in his opinion, it "is a one-sided mechanism which works only
in the interest of the shareholder." This is illogical and untrue for several
reasons. First, as discussed previously in this rebuttal testimony, such
mechanisms enhance the reliability and quality of water service through
improved infrastructure which directly benefits customers. Such mechanisms will
also help to lower operating costs in the long-term as the amount of lost water is
reduced as a result of improved infrastructure. Also, mechanisms help to
alleviate rate shock through gradual, small, regularly timed increases and not
large increases at longer intervals. As Chairman Robert Powelson stated in his
testimony before the Pennsylvania House of Representatives' Consumer Affairs
Committee on April 28, 2011 (Exhibit PMA-9) relative to new ratemaking

methods being considered in Pennsylvania:

By reducing regulatory lag and incenting investment in
infrastructure, this legislation will ensure that the _utility

infrastructure in the Commonwealth will be updated in an
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expeditious manner, resulting in a safer and more reliable
utility system. (p. 3 of Exhibit PMA-9)

Relative to a DSIC mechanism, Chairman Powelson stated:

Another alternative ratemaking method that House Bill 1294 would
allow the PUC to consider is an automatic adjustment charge that
enables utilities to recover certain infrastructure improvement costs
between base rate cases through a surcharge on customers' bills.
This surcharge is often called a Distribution System Improvement
Charge (DSIC) by the water and natural gas industry, and a
Collection System Infrastructure Charge (CSIC) by the wastewater
industry. These surcharges ensure the least possible rate
impact on customers by spreading out over time the cost of
replacing and enhancing Pennsylvania's utility infrastructure.
(emphasis added) (p. 4 of Exhibit PMA-9)

Chairman Powelson also made a point of stating on page 5 of his
testimony that the council of State Governments has included DSIC in its model
legislation.

Most importantly, Chairman Powelson testified on the benefits to

ratepayers (customers) of a DSIC mechanism when he stated:

In addition, the DSIC and CSIC will provide ratepayers with
improved service quality and greater rate stability. By replacing
aging infrastructure at an accelerated pace, there will be fewer
main breaks, less frequent service interruptions, increased safety,
and lower levels of unaccounted for natural gas and wastewater.
The DSIC saves costs, not only in reducing frequency of rate
cases, but by incenting capital investment to replace aging
infrastructure. The infrastructure replacement encouraged by the
DSIC would also help create hundreds of jobs — utility positions and
pipeline contractors — needed to support the infrastructure
replacement program. In light of today's difficult financial markets,
DSIC and CSIC are the type of innovative requlatory policies
expected as rating agencies tighten their ratings benchmarks
and are a key element in maintaining access to capital markets
on_reasonable terms. (emphasis added) (pp. 6-7 of Exhibit
PMA-9)

UNRATECASE2011 EASTERN GROUP\Rebuttal\Ahem\Final_041012.doc 2 7
PMA: JMR: JRC: 4/10/2012 9:56 AM




W 0 ~N O O A WON =

N N N N N DD DN DN DN 2 e e @ @S = o = o= =
0 ~N & O HWOON - O O 0N OO O AW N = O

Q. PLEASE COMMENT UPON MR. RIGSBY'S THIRD "REASON" FOR HIS
RECOMMENDATION THAT THE COMPANY'S PROPOSED DSIC BE
REJECTED.

A Mr. Rigsby's third reason for recommending the rejection of AWC's proposed

DSIC is because "there is no federal or state requirement mandating the types of
routine plant additions that AWC seeks recovery for through the Company-
proposed DSIC". | disagree with this statement, as the ACC has directed AWC
to reduce its water losses to less than 10% throughout its systems as noted by
Mr. Garfield in his direct testimony at page 6, lines 13 — 14. Such a reduction
cannot be accomplished without infrastructure repair and replacement. In this
way, the requested DSIC is no different than the ACRM. The reduction of
arsenic was mandated by a governmental authority, the Environmentai
Protection Agency, under the Safe Drinking Water Act and the request for a
DSIC is, in part, in response to the ACC's directive to reduce water losses.
Hence, Mr. Rigsby's third point of reasoning is incorrect.

Q. PLEASE COMMENT UPON MR. RIGSBY'S FOURTH "REASON" FOR HIS
RECOMMENDATION THAT THE COMPANY'S PROPOSED DSIC BE
REJECTED.

A. Mr. Rigsby's fourth reason for recommending the rejection of AWC's proposed
DSIC is because AWC "has not proven that it would not be able to ensure safe
and reliable water service or achieve cost recovery absent the DSIC." It is
abundantly clear from the discussion regarding DSIC mechanisms enhancing
safe and reliable water service previously in this rebuttal testimony, throughout
the Company's direct testimony and in the exhibits accompanying this rebuttal
testimony, that safe and reliable water service can be potentially compromised

without such a mechanism.
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In view of all the foregoing, including the Company's direct testimony
regarding DSIC, it is my opinion that the DSIC mechanism should be adopted by
the ACC as it will enhance the ability of AWC to provide safe and reliable water
service, help reduce the Company's water losses, promote gradualism in rate
increases and, finally, enhance the Company's financial position thus enhancing
its financial integrity and its ability to attract needed new capital at reasonable
costs.

V. The Need for a Sufficient Authorized Rate of Return on Common Equity
Q. WHY IS IT PARTICULARLY CRITICAL THAT THE COMPANY BE

AUTHORIZED A SUFFICIENT RATE OF RETURN ON COMMON EQUITY IN
THIS PROCEEDING?

A. The judicial standards for a fair rate of return established in the Hope and
Bluefield decisions cited above, that the return be sufficient to maintain credit
quality as well as enable the utility to attract new capital, are directly related to
the Company’s ability to undertake the level of capital expenditures it anticipates.
This means that a DSIC mechanism is only part of the picture, as its benefits are
meaningful only to the extent AWC's full cost of equity is reflected in rates. It is
therefore necessary to authorize a DSIC in conjunction with a sufﬁc‘ient rate of
return on common equity to enable the Company to raise the capital required to
undertake these capital expenditures while maintaining its financial integrity.

Q. WHAT ARE THE BENEFITS TO THE COMPANY OF BEING ALLOWED THE
OPPORTUNITY TO EARN A SUFFICIENT ROE?

A. The benefit to the Company of being allowed the opportunity to earn a sufficient
ROE is that it provides the Company with improved cash flow, thus improving its
creditworthiness as previously discussed, and the ability to improve its retained
earnings balance which, in turn, will allow AWC to issue less long-term debt than

would otherwise be necessary. If the Company needs to issue more long-term
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debt than otherwise, because the allowed ROE is insufficient, its financial risk will
increase as well as both the cost of debt and its cost of common equity. This is
consistent with the basic financial principle of risk and return, i.e., that the greater
the perceived risk, the greater the investor required return.

As explained by Mr. Harris in his direct testimony at page 15, lines 19 —
22, the Company’s ability to issue new long-term debt to fund its infrastructure
replacement program is already restricted because rising costs and declining
customer sales have put pressure on AWC's ability to meet the minimum interest
coverage provision of its General Mortgage Bond Indenture. It is therefore
essential that AWC be allowed the opportunity to earn a sufficient ROE. Mr.
Harris further notes on lines 24 — 27 on page 15 of his direct testimony, that the
Company’s infrastructure replacement program, which is “needed to ensure the
integrity of its water distribution system,” will increase the Company’s debt, and,
hence, financial risk, while increasing costs that “cannot be recovered under
current rates.” He concludes at page 15, line 27 through page 16, line 2, that
AWC’s “much-needed infrastructure replacement program cannot be undertaken
without a change in the way these costs are recovered.” In my opinion, the
Company cannot undertake this Infrastructure replacement program unless it is
allowed the opportunity to earn a sufficient ROE and the requested DSIC is
adopted.

Q. IN YOUR OPINION, WHAT IS A SUFFICIENT ROE?

A. Without doing a complete rate of return study myself, | cannot recommend a

specific ROE for AWC. However, Dr. Zepp’s recommended ROE of 12.5%
provides a reasonable, if not conservative, opportunity provided that AWC is able
to earn its allowed ROE, for the Company to reduce the amount of long-term
debt it needs to raise, while improving cash flows and providing additional

retained earnings. To illustrate the effect of earning a sufficient ROE on the
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Company’s cash flows and its ability to fund infrastructure replacements in this
proceeding, the difference in revenue requirement between Mr. Cassidy’'s 9.1%
recommended ROE and Dr. Zepp’'s recommended ROE of 12.5% is over $1.1
million annually.’ All else equal, this revenue requirement differential translates
directly to cash flows. The additional cash flows provided by Dr. Zepp's
recommended ROE of 12.5% represent approximately 35% of the Company’s
estimated annual cost of infrastructure replacement requirements of $3.1 million
in its Eastern Group, as cited by Mr. Harris in his direct testimony at page 20,
lines 13 — 17. Thus, Dr. Zepp’s recommended ROE, as it relates to the
magnitude of the infrastructure replacement requirements of the industry in
general and AWC specifically, is reasonable in that it helps enable the Company
to maintain creditworthiness by realizing the benefits discussed above.

DO YOU HAVE ANY FURTHER COMMENT UPON THE ADEQUACY OF ACC
WITNESS CASSIDY'S AND RUCO WITNESS RIGSBY'S RECOMMENDED
COMMON EQUITY COST RATES?

Yes. Mr. Cassidy is recommending a common equity cost rate of 9.1% while Mr.
Rigsby is recommending 9.3%. Both of these common equity cost rates are
materially and significantly inadequate. The Predictive Risk Premium Model™

("PRPM™") " recently published in the Joumal of Regulatory Economics

("JRE")," can be used to provide an indication of this inadequacy. The PRPM™
was developed from the work of Robert F. Engle who shared the Nobel Prize in
Economics in 2003 "for methods of analyzing economic time series with time-

varying volatility (ARCH)""* with "ARCH" standing for autoregressive conditional

12

13

Calculated as the difference between 12.5% and 9.1% multiplied by the portion of the Eastern Group’s rate
base that is funded by equity, or $32,397,000 per Mr. Reiker's Exhibit JMR-RB1.

"A New Approach for Estimating the Equity Risk Premium for Public Utilities", Pauline M. Ahern, Frank J.
Hanley and Richard A. Michelfelder, Ph.D. The Journal of Regulatory Economics (December 2011), 40:261-
278. (Exhibit PMA-10)

www.nobelprize.org
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heteroskedasticity. In other words, volatility changes over time and is related
from one period to the next, especially in financial markets. Engle discovered
that the volatility in prices and returns cluster over time. Therefore, high and low
volatility periods can be used to predict equity risk premiums. The PRPM™
estimates the risk/return relationship directly, as the predicted equity risk
premium is generated by the prediction of volatility, i.e., risk.

The inputs to the model are the historical returns on the common shares
of each water company in both Mr. Cassidy's and Mr. Rigsby's water utility
groups15 minus the historical monthly yield on long-term U.S. Treasury securities
through February 2012. Using a generalized form of ARCH, known as GARCH,
each water company's projected equity risk premium was determined using
Eviews® statistical software. The forecasted 30-year U.S. Treasury Bond
("Note") yield based upon the consensus forecast derived from the April 1, 2012
Blue Chip, 3.58%, was then added to each company's PRPM™ derived equity
risk premium. Exhibit PMA-11 presents the results for each company as well as
each group's average. As shown on page 1, the average PRPM™ indicated
common equity cost rates are 11.05% for Mr. Cassidy's water utility group and
11.32% for Mr. Rigsby's water utility group. Moreover, because these common
equity cost rates are based upon the market data of the two proxy groups of
water companies, they reflect the investment risk of those proxy companies and
do not reflect the additional investment risk of AWC as described by Company
witness Thomas M. Zepp in his Direct Testimony at page 15, line 6 through page

7, line 21 and again at page 40, line 22 through page 43, line 4. Consequently,

I have not undertaken a PRPM™ analysis for Mr. Rigsby's natural gas distribution proxy group because, in
my opinion, based upon the relative risk analysis discussed previously in this rebuttal testimony, the
investment risk of the water utility industry is greater than that of the investment risk of the electric or gas
utility industries.
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common equity cost rates of 11.05% and 11.32% clearly demonstrate the
inadequacy of Mr. Cassidy's recommended ROE of 9.1% and Mr. Rigsby's 9.3%.
Q. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?
A. Yes.
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PROFESSIONAL QUALIFICATIONS
OF
PAULINE M. AHERN, CRRA
PRINCIPAL
AUS CONSULTANTS

PROFESSIONAL EXPERIENCE
1994-Present

In 1996, | became a Principal of AUS Consultants, continuing to offer testimony as an expert
witness on the subjects of fair rate of return, cost of capital and related issues before state public utility
commissions. | provide assistance and support to clients throughout the entire ratemaking litigation
process. [n addition, | supervise the financial analyst and administrative staff in the preparation of fair
rate of return and cost of capital exhibits which are filed along with expert testimony before various state
and federal public utility regulatory bodies. The team also assists in the preparation of interrogatory
responses, as well as rebuttal exhibits.

As the Publisher of AUS Utility Reports (formerly C. A. Turner Utility Reports), | am responsible
for the production, publishing, and distribution of the reports. AUS Utility Reports provides financial data
and related ratios for about 120 public utilities, i.e., electric, combination gas and electric, natural gas
distribution, natural gas transmission, telephone, and water utilities, on a monthly, quarterly and annual
basis. Among the subscribers of AUS Utility Reports are utilities, many state regulatory commissions,
federal agencies, individuals, brokerage firms, attorneys, as well as public and academic libraries. The
publication has continuously provided financial statistics on the utility industry since 1930.

As the Publisher of AUS Utility Reports, | also supervise the production, publishing, and
distribution of the AGA Rate Service publications under license from the American Gas Association. | am
also responsible for maintaining and calculating the performance of the AGA Index, a market
capitalization weighted index of the common stocks of the approximately 70 corporate members of the
AGA, which serves as the benchmark for the AGA Gas Utility Index Fund.

As an Assistant Vice President from 1994 - 1986, | prepared fair rate of return and cost of capital
exhibits which were filed along with expert testimony before various state and federal public utility
regulatory bodies. These supporting exhibits include the determination of an appropriate ratemaking
capital structure and the development of embedded cost rates of senior capital. The exhibits also support
the determination of a recommended return on common equity through the use of various market models,
such as, but not limited to, Discounted Cash Flow analysis, Capital Asset Pricing Model and Risk
Premium Methodology, as well as an assessment of the risk characteristics of the client utility. | also
assisted in the preparation of responses to any interrogatories received regarding such testimonies filed
on behalf of client utilities. Following the filing of fair rate of return testimonies, | assisted in the evaluation
of opposition testimony in order to prepare interrogatory questions, areas of cross-examination, and
rebuttal testimony. | also evaluated and assisted in the preparation of briefs and exceptions following the
hearing process. | also submitted testimony before state public utility commissions regarding appropriate
capital structure ratios and fixed capital cost rates.

1990-1994

As a Senior Financial Analyst, | supervised two analysts and assisted in the preparation of fair
rate of return and cost of capital exhibits which are filed along with expert testimony before various state
and federal public utility regulatory bodies. The team also assisted in the preparation of interrogatory
responses.

| evaluated the final orders and decisions of various commissions to determine whether further
actions were warranted and to gain insight which assisted in the preparation of future rate of return
studies.

| assisted in the preparation of an article authored by Frank J. Hanley and A. Gerald Harris
entitled "Does Diversification Increase the Cost of Equity Capital?” published in the July 15, 1991 issue of
Public Utilities Fortnightly.




In 1992, | was awarded the professional designation "Ceitified Rate of Return Analyst" (CRRA)
by the National Society of Rate of Return Analysts (now the Society of Utility and Regulatory Financial
Analysts (SURFA)). This designation is based upon education, experience and the successful
completion of a comprehensive examination.

As Administrator of Financial Analysis for AUS Utility Reports, which then reported financial data
for over 200 utility companies with approximately 1,000 subscribers, | oversaw the preparation of this
monthly publication, as well as the accompanying annual publication, Financial Statistics - Public Utilities.

1988-1990

As a Financial Analyst, | assisted in the preparation of fair rate of return studies including capital
structure determination, development of senior capital cost rates, as well as the detemmination of an
appropriate rate of return on equity. | also assisted in the preparation of interrogatory responses,
interrogatory questions of the opposition, areas of cross-examination and rebuttal testimony. | also
assisted in the preparation of the annual publication C. A. Turner Utility Reports - Financial Statistics -
Public Utilities.

1973-1975

As a Research Assistant in the Research Department of the Regional Economics Division of the
Federal Reserve Bank of Boston, | was involved in the development and maintenance of econometric
models to simulate regional economic conditions in New England in order to study the effects of, among
other things, the energy crisis of the early 1870's and property tax revaluations on the economy of New
England. | was also involved in the statistical analysis and preparation of articles for the New England
Economic Review. Also, | was Assistant Editor of New England Business Indicators.

1972

As a Research Assistant in the Office of the Assistant Secretary for International Affairs, U.S.
Treasury Department, Washington, D.C., | developed and maintained econometric modeis which
simulated the economy of the United States in order to study the results of various alternate foreign trade
policies so that national trade policy could be formulated and recommended.
Clients Served

| have offered expert testimony before the following commissions:

Arkansas Maryland
California Michigan
Connecticut Missouri
Delaware Nevada
Florida New Jersey
Hawaii New York
Idaho North Carolina
lllinois Ohio

Indiana Pennsylvania
lowa Rhode Island
Kentucky South Carolina
Louisiana Virginia

Maine Washington



| have sponsored testimony on generic/uniform methodologies for determining the return on

common equity for;

Aquarion Water Company
The Connecticut Water Company

United Water Connecticut, Inc.
Utilities, Inc.

I have sponsored testimony on the rate of return and capital structure effects of merger and

acquisition issues for:

California-American Water Company

New Jersey-American Water Company

I have sponsored testimony on fair rate of return and related issues for:

Alpena Power Company

Apple Canyon Utility Company
Applied Wastewater Management, Inc.
Aqua lllinois, Inc.

Aqua New Jersey, Inc.

Agqua North Carolina, Inc.

Aqua Ohio, Inc.

Aqua Virginia, Inc.

Aquarion Water Company

Artesian Water Company

Bermuda Water Company

The Atlantic City Sewerage Company
Audubon Water Company

The Borough of Hanover, PA
Carolina Pines Utilities, Inc.

Carolina Water Service, Inc. of NC
Carolina Water Service, Inc. of SC
The Columbia Water Company

The Connecticut Water Company
Consumers lllinois Water Company
Consumers Maine Water Company
Consumers New Jersey Water Company
City of DuBois, Pennsylvania
Elizabethtown Water Company
Emporium Water Company

GTE Hawaiian Telephone Inc.
Greenridge Utilities, Inc.

lllinois American Water Company
lowa American Water Company
Water Services Corp. of Kentucky
Lake Wildwood Utilities Corp.

Land'Or Utility Company

Long Island American Water Company
Long Neck Water Company

Louisiana Water Service, Inc.
Massanutten Public Service Company
Middlesex Water Company
Missouri-American Water Company
Mt. Holly Water Company

Nero Utility Services, Inc.

New Jersey Utilities Association

The Newtown Artesian Water Company
NRG Energy Center Pittsburgh LLC
NRG Energy Center Harrisburg LLC
Ohio-American Water Company

Penn Estates Utilities

Pinelands Water Company

Pinelands Waste Water Company

Pittsburgh Thermmal

San Jose Water Company

Southland Utilities, Inc.

Spring Creek Utilities, Inc.

Sussex Shores Water Company

Tega Cay Water Service, Inc.

Total Environmental Services, Inc. —
Treasure Lake Water & Sewer Divisions

Thames Water Americas

Tidewater Utilities, Inc.

Transylvania Utilities, Inc.

Trigen — Philadelphia Energy Corporation

Twin Lakes Utilities, Inc.

United 